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ABSTRACT 
The property price in Hong Kong is used to a socially hot issue because of its 
tremendous boom in the recent years, its attractive investment opportunities and its impact 
on the spending and living standard of people. The topic has also drawn much research 
interests owing to the numerous variables that contribute to its pricing. However, the 
situation in Hong Kong is distinct in view of the 1997 factor. The uncertainties and 
various changes that may occur under the picture of'One Country, Two Systems' will have 
different effects on the demand and supply for property, of which an econometric or purely 
quantitative approach cannot explain. Rather, the authors adopt a mostly qualitative 
approach in which the relationship between the major demand-side and supply-side factors 
with the property price are examined, with special considerations of the fiiture role of 
Hong Kong in Southern China. The scope is limited to the residential segment of the 
market. In particular, a regression analysis is performed to find out the relations between 
the property price and the 'real' interest rate resulted from the inflation rate and interest 
ratewhich is highly affected under the pegged rate system in recent years. The result of 
the analysis shows that there is a significant relationship between the two variables. 
Overall, three possible scenarios concerning the economic conditions of Hong Kong are 
hypothesized and the effects on the residential property market are discussed. 
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The property market in Hong Kong has experienced a tremendous boom in the 
past years. Besides for self use, property has become an increasingly popular and 
important investment tool. This is specially true during a high inflationary environment 
where people invest in property to hedge against inflation. 
After the governments of Great Britain and China signed the Joint Declaration in 
1984, most sectors of the property markets like residential, office, etc. began to recover. 
In the subsequent five years' times, the residential property prices have increase by over 
180 percent while the inflation in the same period amount to only 60 percent. 
Stepping into 1990s, the property markets become overheated because of 
speculative activities. In 1991, just a single year, house prices surged by 30-40 percent. 
With the 90 percent mortgage ratio, the investors can leverage their profits by paying only 
10 percent of the property price as the down-payment and reselling to other buyers reaping 
the great profit on the capital gain. With an aim to cool down the overheated market, the 
banks reduced the lending ration from 90 percent to 70 percent in November 1991. The 
30 percent down-payment requirement become a major constraint. Since then the 
property price in Hong Kong entered into the readjustment period. 
Furthermore with the early onset of economical recovery, US has experienced 
heating up of inflation in 1994. The Federal Reserve decided to cool down the inflation 
and applied a more stringent monetary policy. Therefore the interest rate entered into a 
rising trend. Hong Kong dollar is pegged to the US currency, the local interest rate is 
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forced to rise. This trend is expected to continue at least till 1995. The standard mortgage 
rate has risen from 8.25 percent at the end of June 1993 to 10.25 percent at November 
1994. The property price continues to stall. Will this trend continue? What is the 
prospect of Hong Kong property market? What factors are affecting it? What will be the 
situation after the year 1997? 
This project aims to answer these questions. Because of time constraints, we try to 
narrow down the scope to residential property market in the private sector. We can 
further divide into two segments according to the size of domestic unit: 
1) Mass Residential Segment 
This segment includes all the housing units under 100m2. They are the Class A, B， 
C under government classification. The demand in the mass residential market 
primarily stems from the need for additional housing created by new family 
formation among the local population. The demand is also constrained by the 
general affordability of potential home buyers. 
2) Luxury Residential Segment 
This segment comprises all units over 100m2. They are the class D and E under 
Government classification. Most of the true luxury residential property is located 
on Hong Kong Island, particularly the Peak, Island South and Mid-Levels. Less 
attractive areas on Hong Kong Island include the Pok Fu Lam, Braemar Hill and 
Tai Hang Road. 
One important difference between the mass and luxury residential sector of the 
market is demonstrated by the fact that in 1992 88.3 percent of the new supply of mass 
residential units were owner-occupied whilst around 54 percent of the luxury units were 
held for rental. Thus the mass segment is basically a buying market and is mainly 
interested in the capital values. The luxury segment, on the other hand, is a leasing market, 
and the performance of which is more affected by yield considerations, economic 
conditions and investment climate. 
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There is the public sector that is equally important in the residential market. The 
public sector generally include the flats for renting in the public housing estates, the flats 
for sale under the Home Ownership Scheme, and Private Sector Participation Schemes. 
The rents in the public housing estates are charged at one-third of the market value while 
those flats in the Home Ownership Scheme are sold with 30 percent discount with 
respective to the market price. Since the Government places a very stringent income 
limitation on the applicants and applies a very strict restriction on the reselling of the flats, 
these flats do not come into direct competition with that in the private sector. Therefore, 
we will mainly concentrate on the residential property market in private sector although 




There has always been some argument about the role of expected inflation rate, 
and the real interest rate (Schwab, 1982). Some have said that the nominal interest rate is 
the major determinant of the demand of housing. Others argued that inflation expectation 
play no role in the demand for housing and that only real variables such as the real interest 
rate are important. Schwab (Schwab, 1982) focuses on the interaction of inflation 
expectations, imperfect capital markets, and the mortgage instrument. A standard 
mortgage is an annuity which specifies a term, principal, nominal interest rate，and constant 
nominal payment such that the present value of the stream of payments is equal to the 
principal. Suppose we have a 20-year mortgage of principal $2 million. Let the real interest 
rate be 3%. Assume the expected inflation rate be 0’ then the nominal and real monthly 
payment will be $11,091. If the expected inflation rise to 8%, the nominal interest rate 
becomes 11% and the nominal monthly payment becomes $20,643. The real monthly 
payment now is also $20,643, however, the real monthly payment after 10 years will be 
$20,643/1.0810 = $9562. Therefore in case of high expected inflation, the real payment has 
shifted forward to the earlier years. This may create a cash flow problem to the 
prospective home owners and the consumers must respond to the expected inflation by 
substituting among housing, present consumption, and fiiture consumption. 
There are two implications from Schwab's study : 1) It shows that the demand for 
housing I S N O T simply a function of real variables. The expected inflation should 
fit into the picture somewhere. Even if inflation is fully anticipated, the interaction of 
inflation, the standard mortgage, and imperfect capital markets is likely to produce 
distortions in the real sector of the economy. Inflation can induce change in the nominal 
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interest rate and affect the housing demand. 2) It do not however support an alternative 
assumption that housing depends on the sum of the real rate and the expected rate of 
inflation, and hence is a fiinction of the nominal interest rate. This is the most common 
assumption in the econometric work on the demand for housing. 
However there may be other arguments that some consumers may view housing as 
a hedge against expected inflation and hence the demand of housing is driven up. This 
result is in contrary to the cash flow effect as depicted above. 
Van Order (Van Order and Dougherty, 1991) also noted that inflation might result 
in high nominal interest rates in a world of level payment mortgages and in turn create a 
"cash-flow" problem because of the high real payments in the early years of a mortgage. 
He studied the 1970s' housing price because in this period of USA, the nominal and real 
rates moved in different directions. He tested an indirect model of housing demand to see 
if nominal interest rates have a separate effect on housing demand and if real rates enter 
into the picture. The result is there is little support for a separate effect of nominal rates. 
Dougherty (Dougherty and Van Order, 1982) investigate into the measurement of 
cost of housing. He calculated the so called "user cost" for a home owner. Assume there 
are two goods, owner occupied housing, h, and nondurable consumer goods, c, with 
purchases prices of P^ and P, respectively. The households will maximize a standard utility 
function of the form U(c，h). Carrying out the optimization, the following is obtained : 
[(l-t)i-7r + d]P h /P = Uh/Uc (1) 
where Uh is the partial derivative of U with respective to h, and Ucis the partial derivative 
of U with respective to c. t is the marginal tax rate and tt is the expected inflation rate, d is 
the rate at which houses depreciate, i is the nominal interest rate or it may be taken as the 
nominal mortgage rate. The right hand side of (1) is simply the marginal rate of 
substitution of housing for consumer goods. Therefore, 
C=[( l - t ) i -T + d]Ph (2) 
(2) is an appropriate measure of housing cost. Dougherty (Dougherty, 1982) shows that it 
is expected future inflation that matters, actual inflation is not directly relevant. 
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Swan (Swan, 1984) modified the Dougherty's "User Cost" equation and developed 
a model of housing markets with special attention to the division of the housing stock 
between rental and owner-occupied housing. Swan extends the analysis to include the 
determination of rents，the user cost of owner-occupied housing and housing tenure choice. 
He then studies the short- and long- run impacts of changes in exogenous variables, 
including the expected rate of inflation. The difference between the short and long run 
arises because of the time lag necessary to add to the housing stock. Short run impacts of 
changes in exogenous variables are derived by holding the total housing stock constant, 
but not the division between rental and owner-occupied housing. One of the implication is 
that an increase in the rate of expected inflation also increase the expected capital gain of 
the housing unit to the same extent. Therefore it gives rise to an instantaneous adjustment 
in structure prices and hence increase the price of the housing unit The overall effect is to 
lower the user cost of the home owner, therefore increasing the aggregate demand of 
housing. 
Hartzell (Hartzell, 1987) studied how real estate can protect the investor from 
purchasing power risk due to inflation. He shows that the real estate returns can 
compensate the investors for both the expected and unexpected inflation. The results also 
provide strong evidence that diversified portfolios of commercial real estate have been a 
complete hedge against the both types of inflation. This add to the incentive of purchasing 




In this project, we will first build a model to represent the relationships between 
selected variables and the property price. For each of the candidate variable, the historical 
data and the property prices in the past will be examined statistically to verify whether any 
relation exists. In order to predict the trend of property price after 1997, we need to 
incorporate other factors that are related to the post-1997 environment. These post-1997 
factors will be handled in two ways: 
1) Major quantifiable variables will be considered in the model; 
2) Unquantifiable variables, such as political factors, will be examined to predict its effect 
on other independent variables. 
The following page is the model showing the relationship of the various factors that 
may affect the property price. After that is a discussion of the factors incorporated in the 
model. The factors are broadly categoried into demand-side factors and supply-side 
factors. The demand-side factors are further classified into demographic factors, economic 
factors and governmental factors. 
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1) Population growth 
This refers to the net growth in the Hong Kong population. Demand for 
housing will increase as the population increases. The population growth can be 
represented by: 
Population growth = birth rate - total population deaths + net migration 
while net migration equals to the immigration less emigration population. Besides the 
socio-trend of Hong Kong people, the fiiture policy of the Chinese government on 
birth control and immigration will affect this factor. 
2) Household size 一 
The need for housing units can be represented by the following formula: 
Number of residential units required 
=Population / (average number of members per household x number of 
households sharing accommodation) 
The change in the size of household shows a continuing decrease from the average of 
4.7 in 1966 to 3.4 in 1991 according to the census. It is explained both by the trend of 
having smaller family units and the bearing of fewer children per family. This 
decreasing trend in household size certainly adds to the growth in housing demand. 
3) Population movement 
This refers to the rate of immigration, especially those from mainland China, to 
Hong Kong and that of emigration or brain drains out of Hong Kong which will not 
only affect the population size but also the age distribution of the population. The 
number of legal immigrants in the past five years have been maintained at about 28,000 
per year. As the year 1997 comes near, import of professionals and management from 
China seems to be an inevitable trend. This represents the increased need to support 
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new infrastructure development and business development with skilled personnel, and 
the integration of mainland personnel into Hong Kong. 
Economic factors 
1) Income level and affordability 
Income level, relative to the price level of property, determine the purchasing 
power of people. The willingness to buy is also affected by the stability in employment 
and the expected growth in income. The Affordability Ratio (AR) measures the ability 
of an average household to buy a residential unit on mortgage financing. AR is defined 
as the monthly mortgage outlay as a percentage of monthly median household income 
for a 15-year mortgage on the basis of 80 percent financing. 
2) Interest rate 
The level of interest rate affects the cost of financing because nearly 95 percent 
of the residential units are financed through mortgage. The pegged rate of Hong Kong 
dollar to US dollar forces the Hong Kong dollar interest rate to closely follow that of 
US dollar. The policy of the post-1997 government will affect the future trend of 
interest rate in Hong Kong. 
3) Inflation rate 
The inflation rate in Hong Kong is close to ten percent in recent years with its fast 
economic growth. The current inflation rate in China, especially the special economic 
regions, are even higher. If the difference between the interest rate and inflation rate 
continues to be high, the investment in property as a means to hedge against inflation 
will certainly be encouraged. Their difference in the future will highly depend on the 
policy on pegged rate and the effectiveness in controlling inflation. 
4) Availability of credit 
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Since most buyers finance their house purchasing through mortgages, the banks 
policy on mortgage loans in terms of ratio of loan to property price, valuation of 
property and length of mortgage loan will determine the purchasing ability of the 
buyers. The banks are also likely to be influenced by the local government and the 
central bank. 
5) Speculative activities 
Active speculation has lead to the upsurge of property prices in the past. The 
attitude of the government towards the control of speculative activities will determine 
the extent of influence on property price. 
Governmental factors 
1) Infrastructure development 
The prospects of infrastructure development can influence the property prices 
in several aspects. Firstly, the property prices along the new transportation to the new 
airport will probably rise in the fixture. Secondly, good progress in building the new 
airport improves the confidence of Hong Kong people and attracts more foreign 
investment. This, in turn, help the economic growth of Hong Kong. Apart from the 
new airport development, continual effort of a government in improving the 
infrastructure will certainly enhance the prospects of the property. 
2) Taxation 
Tax, if any, levied on the capital gain from property sales will lower the desire 
of property investment and speculative activities. Although there is no such tax in 
Hong Kong at the moment, the future taxation policy of the local government can be 
another factor which affects the property price. 
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Supply-side variables 
1) Land supply 
It is a well known fact that land scarcity is a major problem in Hong Kong. 
Within the urban area, new land supply is very scarce. The sources are limited to the 
following: 
a) Reclamation - It represents the primary source of land supply in urban area, but 
it is unlikely to be used for residential purposes. 
b) Redevelopment - The redevelopment of Whampao Dockyard and Swire 
Dockyard into Whampao Garden and Taikoo Shing provide very good 
examples of urban redevelopment to supply land for residential purposes. The 
success of these two projects not only stimulate the pace of development in the 
respective districts but also open up a new possibility of urban renewal. Other 
renewal opportunities occur in the urban area such as the relocation of 
hazardous and undesirable physical facilities such as power plants and oil 
depots to more remote and less densely populated area. The renewal process is 
likely to be the major source of land supply to the private sector in the years to 
come. 
In the New Territories, the government is quickening the pace of new town 
development to accommodate the ever increasing demand for housing by the local 
population. The Government has put much resources into improving the transportation 
network connecting the urban and new towns. This has encour^ed many people to 
move from the old area to the new town, thus alleviating the over-crowing situation of 
some highly densely populated area. 
However there is another factor limiting the land supply in Hong Kong. The 
Sino卿British Land Commission restricts the annual supply of new land to 50 hectares. 
The figure of 50 hectares is based on the 5 year average of the land sold in 1980 - 1984 
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which is 48.58 hectares yearly. Is this land supply enough to satisfy the future demand 
in the 1990 and even 2000? 
2) Corporate strategies of developers 
Some property developers have been very aggressive in building up their land 
reserve. The various ways they use are land auction, tenders by land exchange 
entitlement, lease modification and redevelopment. For example, Sun Hung Kai had 
use these methods to build up reserve of 34.1 million sq. Feet. An increase in the land 
supply by the Government do not necessarily means that the private developer will 
increase their supply of house units. The developers have its own optimal housing 
production path. The production path will take into consideration of the price trend, 
cost and interest rate. If Government increases the land supply, the developers acquire 
the land at low price, and hold up the land in stock and limit the housing unit 
production. In this way, they have been able to maintain the house price. 
3) Government supply of public housing 
Although the current government supply of public housing has limited effect on 
the property price in the private sector, this factor, which can be changed upon the 
policy of the post-1997 government, has to be considered in our discussion. 
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CHAPTER IV 
ROLE OF HONG KONG IN CHINA AFTER 1997 
It has been stated that 'Demand for real estate development is a product of current 
economic growth plus expectations regarding future growth, (Marcus and Floyd, 1990). 
Recent history of Hong Kong also showed that the cycle of the property maricet are 
strongly affected by the economic cycle. Towards the year 1997, the economic 
development of Hong Kong in the future will be decided by the role of Hong Kong in 
China. Therefore, it is important to discuss the future role of Hong Kong in an attempt to 
foresee the prospects of the property market. 
Starting from early 80,s，many manufacturers in Hong Kong had moved their 
production to the Pearl River Delta area ( 珠 江 三 角 洲 PRD) to take advantage of the 
large supply of cheap labour and land. This was the result of the 'open' policy of China in 
certain special economic zones and the rising costs of production in Hong Kong which was 
weakening its competitive advantage at that time. Back to 1992, it was estimated that 
over 2 million people in Guangdong province were being employed by manufacturers from 
Hong Kong and Macao ( 丘 侍 英 ， 施 金 鈴 ， 1 9 9 2 ) . The company in Hong Kong 
provided the management, marketing, design, technology, financial support and trading 
activities. The relation between Hong Kong and PRD was described as that of 'Shop in 
the front arid Factory at the b a c k ' (前店後廠 ) . T h e companies in Hong Kong sold the 
goods while the factories in PD manufactured them. 
As many writers pointed out, the role of Hong Kong as a major financial and 
commercial center in Southern China and in Asia will remain. However, Hong Kong will 
fbrther integrate with the cities in PRD after 1997. Hong Kong will continue to specialize 
in finance，business services, trading, communication and information support because of 
rts well-established infrastructure and qualified management personnel and professionals 
PRD used to provide cheap labour. As the living standard in PRD rises, PRD cannot stay 
as its present role of cheap manufacturing forever. In the longer term, the cheap labour 
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will be provided by places outside PRD and the labour intensive manufacturing will be 
taken up by cities in further north of China. From various research and recommendation 
papm(路平，鄭天祥，雷強，黎熙元，余富強，薜鳳旋，1992), writers suggest 
PRD to go in the direction of automation and production of products at higher 
technological level. Sit further suggested that PRD will gradually take up some of the 
'shop' functions as the people there learn the experiences from Hong Kong and the 
infrastructure in PRD is better developed. 
In the coming ten to twenty years, it is possible that PRD will aim at technological 
developments in order to compete with the other three dragons in Asia. However, without 
the governmental support and strategic planning of the government in this direction, the 
role of Hong Kong in supporting high-tech and related products development is not clear. 
The impact of the future role of Hong Kong on the factors affecting the property market 






Hong Kong's population has been growing steadily in recent decade. The mid -
year population of 1982 is 5.26 million, by the end of 1994，the figure jumps to 6.15 
million. The average annual growth rate is about 1.3% 
Population and Growth rate (Hong Kong Social and Economic Trends, 1982 - 1992) 
Year Mid-year Growth rate Birth rate death rate natural 
population (%) (%) (%) growth rate 
(thousand) (%) 
1982 5264 L6 1.64 0.48 1.16 
1987 5580 1.0 1.26 0.48 0.77 
1988 5628 0.8 1.34 0.49 0.85 
1989 5686 1,0 1.23 0.51 0,72 
1990 5704 0.3 1.20 0.52 0,68 
1991 5755 0.9 1.20 0.50 0,70 
1992 5812 1.0 1.23 0.53 0.70 
1993 5919 1.8 1.20 0.52 0.68 









The growth in population is constituted by three factors, namely birth, death and 
migration. The birth rate in Hong Kong has been declining steadily since 1961, from a level 
of about 35 per thousand population to the current level of 12 per thousand.. The death 
rate also decline because of the better medical services and greater awareness of health 
related issues. The natural growth in population is dipping. Therefore the immigrants 
especially those from mainland China form one of the major source for growth of 
population. One of the interesting point occur in 1990 where the growth of population is 
only 0.3% while natural growth is 0.68%. The net outflow of population amount to 0.38% 
which may be related to the "4th of June" event occurring in 1989. 
The land area of Hong Kong is only 1075 square kilometer. The average 
population density amounts to 5720 per sq. km by the end of 1994. In particular, some of 
the densely populated areas in Kowloon, the density can reach 27000 per sq. km. 
According to recent census, 22% of population lives in Hong Kong Island, while 35.8% in 
Kowloon and New Kowloon, and the remaining 41.9% in the New Territories. There is a 
gradual redistribution of the population to the North. 
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Change in Population Structure 
The age distribution also changes considerably. The proportion of old people has 
increased substantially in the past decade. The population is gradually aging. 
Year Under 15 15-65 65 and over 
1982 24A 6 0 6^ 
198 7 2Z6 69J 7.9 
198 8 22A 69J y 
198 9 21S 69,9 y 
199 0 2L5 700 8^ 
199 1 209 704 87 
199 2 205 706 8^ 
199 3 20 709 9J 
1994 19.4 71.3 93 
• 65 o v ^ e r t ^ ^ m m ^ a m t ^ m m ^ m m ^mmm ^ ^ ^ ^ ^ ^ 
miini 
1982 1987 1988 1989 1990 1 9 9 1 X992 1993 1994 
The proportion of the age group 15-65 is continuously enlarging which increase 
the housing demand. The majority of this age group are in the labour market. This group 
of people is able to accumulate wealth for the purchase of residential units. 
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Another trend of the population structure is the declining of family size from the 
old extended family to nuclear families. This trend further increase the housing demand. 
The average size of domestic households has experienced a drop from 4.4 in 1966 to 3.9 in 
1981 and further decrease to 3.4 in 1992. 
limi 
61 66 7 1 76 81 82 87 88 89 90 9 1 92 
y e a r 
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Migration 
Because of the brain-drain, the shift of importance from manufacturing to servicing 
industries and the inability of the education system and re-training programs to cope with 
the change, Hong Kong is experiencing a structural labour shortage. According to the 
figures in 1991, there are a overall structural shortage in universities graduates and 
secondary school or matriculation graduates, but a surplus of labour with Form Three or 
below education level. This is the result of the mismatch between the expected education 
level of staff with the available education level. 
Education Level Supply Demand Balance 
Form 3 or below 1,577,650 1,544,503 33,147 
Secondary school 679,170 695,300 -16,130 
Matriculation 174,824 176,484 -1,660 
Technical worker 14,803 17,178 -2,345 
level 
Technician level 80,792 84,581 -3,789 
Tertiary level 107,573 102,032 5,541 
University 154,428 177,730 -23,302 
Graduate school 26,620 18,052 8,568 
Total 2,815，86o| 2，815,860丨 0 
Table. Mismatch between education level of supply and demand of labour (周八駿，1992) 
Besides, vacancy figures in the tourism, restaurants and hotels industries also reflect the 
growing shortage of labour in the servicing industry. 
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Vacancies (%) in Tourism Industry 
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Owing to the urge from the industries and the recognition of the problem by the 
Hong Kong government, the policy of importing labour from China was established in 
April 1989 and revised in May 1990. The quota has increased from 3,000 to 14,700 (周八 
駿，1992). The scope of labour imported was also expanded from skilled labour to skilled 
labour and experienced workers (at least one year's experience). Moreover, employers 
from all industries are eligible to submit their applications under the revised policy. 
Despite the complaints made by workers who are unemployed or earning less in 
recent years and the concerns raised by the pressure groups, the employers are consistently 
stressing their need to import more labour from China (香港廿一:展望香港經濟十年路 
向’ 1993). Although their real motives are considered by many people as lowering the 
operation costs, it seems a trivial trend towards 1997 and beyond. In view of the removal 
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of the 'political' border between Hong Kong and China in 1997, the role of Hong Kong as 
a financial and servicing center, and the emphasis of prosperity of Hong Kong by the 
Chinese government, the business activities and the requirement to remain competitive 
especially in terms of costs, the demand for 'cheaper' skilled labour and professionals will 
certainly grow. It is foreseeable that the inflow of labour, professionals and businessmen 
from China will increase after 1997. These 'immigrants' would add directly to the demand 
of housing and indirectly to the demand in property investment. Though housing is likely 
to be provided by the company for some of these people, the resulting increased demand in 
the rental market will create demand in property investments. 
Although the trend of inflation is discussed in a later section, it is worthwhile to 
point out that the consistently high inflation and high living standard will probably lead to 
an outflow of population from Hong Kong to the Southern part of China after 1997. We 
can hypothesize that some of the old generation may move to cities such as Shenzhen, 
Zhuhai and Guangzhou because of the high living standard in Hong Kong. However, this 
would not suggest a significant decrease in housing demand. The reasons are that these 
elder people are usually not the owners of properties or financial support of the family. 
The size of a household, as previously mentioned, is also growing smaller with increasing 
number of small family units. The shift of some of these population out of Hong Kong 
would only slightly decrease the flats requirement. 
In retrospect, the factor of migration is considered to have a positive effect on the 
housing needs. 
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Income and Affordability 
, M o s t of the property buyers in Hong Kong have to be financed by mortgage. The 
monthly payment constitute one of the greatest burden for the average people. Therefore 
one measure of the mortgage affordability is the affordability ratio. 
Affordability ratio is measured as the ratio of the monthly mortgage outlay to the 
median household income. 
Affordability Ratio, AR - monthly mortgage outlay / median household income 
Another consideration that a prospective property buyer has to take into account is the 
down payment burden. Take for example a flat in Tai Po region with area 484 sq ft, the 
sales price is 1,75 million. A mortgage ratio of 70% imeans that a down payment of 0.525 
million has to be paid. An university graduate working in a reputable multinational 
corporate can have an income of $15000. The down payment accounts for 35 months of 
his salaries. Take the mortgage interest rate as 11% and repayment period of 20 years, the 
monthly payment is $12644，the affordability ratio is 0.84. 
Afford^ility �^S^画 
Year 丨州 1 州 
l l n August 1991’ in order to cool down the speculative activities in the property market, the banks in Hong 
Kong decided to adopt the 70% mortgage ratio. 
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Down payment burden 
xr
 1 9 9 1 1993 
Year 
We see that after the banks decision to decrease the mortgage ratio to 70% in 1991， 
the major burden to the average homebuyer is the down payment which rise to about 36 
months of the median household income. This is a very effective measure to cool down the 
property market and of course pose much difficulty especially to the first time buyer. 
It has always been argued that the affordability ratio is not a very effective means 
of estimating the housing demand of the society. There are several reasons: 
1) It is very difficult to say which sector of family income should have the greatest 
demand for housing� In fact the number of families with income that is higher than the 
median may well exceed the supply of properties. 
2) As 
we have mentioned, the greatest consideration for a prospective home buyer 
especially the first time buyer may be the 30% down payment rather than the monthly 
mortgage outlay. 
3) Affordability ratio does not take into account of the personal saving and assets 
owned. 
4) The monthly mortgage payment is not totally for interest, a portion is for principal 
repayment, therefore the monthly payment is a kind of saving or investment. This portion 
of saving should not be considered as burden. 
2It is essential to distinguish the difference between housing demands and housing needs. Housing needs 
are the needs for shelter and are needed by everyone, while the ones who have demand for housing should 
be willing and can afford to pay for it. 
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5) AfFordability ratio is based on the median household income of the local families. It 
reflect the purchasing power of the local people. However Hong Kong is an international 




Inflation, Interest Rate and Pegged Rate System 
This section will discuss the effect of inflation on property prices, and through a 
consideration of the major causes of inflation in Hong Kong and China, the future trend of 
inflation in Hong Kong is discussed. In fact, the effect of inflation on property prices has 
to be examined together with a closely related factor, the interest rate which is in turn 
affected by the pegged rate system. The reason is that the difference between the interest 
rate and the inflation reflects a 'real' interest rate for the people. In order to first study the 
individual effects, the other factors will be discussed in later sections. 
Relationship between Anticipated Inflation and Property Prices 
As mentioned previously, the price of property is explained by two components: 
the rent which reflects the housing need, and the expected return of investment. Trend of 
inflation rate and property price in the past shows that they have a positive relationship (謝 
賢程，1994). An increase in inflation rate is accompanied by an increase in the return in 
property prices. Even when the inflation is anticipated to increase or remain high, the 
desire to invest and the resulting investments in the property market will increase. The 
relationship can be explained as follows: 
1. People will shift their assets from cash to real capital when they experience high 
inflation or they anticipate a high inflation. The purpose is to gain higher return 
from the investment in real capital. 
2. Property is usually more attractive from the investors' perspective. A property 
consists of land and the housing unit. Land does not depreciate as other capital 
goods do. Because of the relatively long life of a housing unit (around 40 to 50 
years)，a housing unit does not depreciate as quickly as other capital goods. 
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Major Causes of Inflation in Hong Kong 
The inflation in Hong Kong is caused by the following factors: 
1. Structural change 
The on-going structural transformation of the economy from manufacturing to 
service industries has general strong sectoral pressures for labour especially in 
service-oriented activities (Economic Prospects, 1994). The unemployment rate 
has not exceeded 2.3% from the year 1987 to present (Hong Kong Social and 
Economic Trends 1982-1992). The tight labour market shows significant increases 
in average earnings in all major sectors in recent years. The overall Nominal Wage 
Index was 256.1 in September 1992 showing that wages increased by 156.1% in 
money terms as compared with the base period of March 1982. The transport 
services and business services sectors showed a 223.0% and 207.7% increase 
respectively in the Nominal Wage Index. That is, wages had tripled in money 
terms during the ten years for both of these sectors. 
2. Costs pushed 
Besides wages, the prices of food, meals, transport, fuel and electricity, and other 
goods have risen steadily in recent years. According to statistics from the Hong 
Kong Government (Hong Kong Social and Economic Trends 1982-1992), the 
Consumer Prices Index (A) showed a yearly increase varying between 9.4% and 
12% during the years 1989 - 1994. 
3. Demand pulled 
The increased government expenditure in recent years is another major factor 
which creates a larger demand for goods and services. From the year 1989 to 
present, the annual growth rate of government consumption expenditure has been 
constantly greater than the overall growth rate of Gross Domestic Product each 
year, plated to the fact that the government consumption expenditure amounts to 
about 12% of the GDP, the increase spending by the government will inevitably 
lead to higher inflation. 
4. Pegged rate system 
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The unfavorable effect of the pegged rate system, which is discussed in details in a 
later section, on inflation occurs when Hong Kong dollar depreciates together with 
US dollar against other currencies and thus increases the costs of import. The 
most trivial example is the increase in prices of Japanese goods, such as electrical 
appliances and electronic equipment, when the US dollar continually depreciates 
against Japanese Yen. 
Major Causes of Inflation in China 
With the merging of Hong Kong back into China in 1997, it is necessary to 
understand the causes of inflation in the major cities in China, especially those in Southern 
China, and to anticipate the possible impact of these factors to Hong Kong in the future. 
The major causes of inflation in major cities in China are: 
1. Too much increase in money supply 
According to study (謝明幹’ 1994 ), the increase in money supply in China has far 
exceeded the increase in GDP during the 90's. 
Year Ml growth M2 growth GPP growth 
199 0 20.2% 28% 5.9% 
199 1 23.2% 26.5% 7.3% 
1992 35.7% 31,3% 13% 
1993 21.6% 23.7% 13.4% 
Table. Growth of Money Supply and GDP in China (1990 - 1993) 
From the above table，the growth in money supply is about 2 to 4 times that of 
GDP growth. These excessive money supply inevitably causes the high inflation. 
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2. Large fixed capital formation 
The large growth in money supply is to support the increasing fixed capital 
formation. This refers to the large investment of the economy in fixed assets, 
including mainly construction, machinery and equipment. The table below shows 
the significant increase in gross domestic fixed capital formation in China in recent 
years. 
Year Gross Domestic Fixed Increase over Increase over 
Capital Formation last year last year 
(billion RMB) (discounting price 
increase) 
199 1 5509 23.8% 10+% 
199 2 7815 42.6% 20+% 
199 3 1,182.9 50.6% 22% 
1994 1^ 550 31.0% 
Table. Gross Domestic Fixed Capital Formation in China (1991 - 1994) 
Besides the tremendous growth, the fixed capital formation also exceeds one third 
of the GDP. The large investments in fixed assets initiate expansion in lending and 
indirectly increase the prices in energy, raw materials and semi-products. 
Subsequently, the costs of production and prices of goods increase. The spending 
in fixed assets will eventually increase the public's expenditure in consumer goods. 
3. Transition from planned economy to market economy 
In the process of rapid economic reform, China is changing from a planned 
economy to a market economy. As a planned economy in the past, the prices were 
determined by the government and, in many cases, cannot cover the costs of the 
goods. The government used to subsidize with large sum of money in order to 
control the price at a desired level. With the gradual abandoning of this pricing 
system for many goods, the prices are allowed to fluctuate freely and thus 
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reflecting the real costs and the required profits. This change has freed the 
underlying driving force for inflation especially on basic necessity such as energy, 
electricity, food, cotton and charcoal. 
The wages reform in which the government raises the salary of her 
employees, the tax reform in which the VAT is added and profit tax is revised, the 
reform of the exchange of RMB and other measures to facilitate the development 
of a market economy are all leading to increases in costs of production and prices 
of retail goods. 
4. Growing domestic demand 
With the fast economic development and the increasing income enjoyed by the 
people, people naturally seek a higher living standard. The demand for consumer 
goods and the demand for quality goods are vast and growing faster than ever 
before. This is also owing to the pend-up demand of people who cannot afford to 
buy many consumer goods in the past and the shortage of consumer goods in the 
past. 
5. Loose control 
Although the economic development is going at high speed, the development of the 
financial and banking system and that of the regulations necessary to facilitate fair 
competition in a market economy are far lagging behind. On the finance side, a 
well-developed market economy can make use of the interest rate to control 
inflation. However, China still lacks a well-developed, well-regulated financial and 
banking system in which money supply and credit can be better controlled. 
Moreover, improvements to the laws and regulations and better execution are 
required to ensure the protection of consumers' interest and fair competition of 
companies. 
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Future Trend of Inflation in Hong Kong 
Structural change 
In the near future after 1997，Hong Kong will become integrated with the cities in 
Southern China as a strong economic unit. Hong Kong, as seen by many people, will act 
as a financial and service center for Southern China in raising capital, providing financial 
and banking service for business, providing information support and communications with 
foreign companies. The trend of shifting from manufacturing to service industries will 
continue. Shortage of labour in service industries will continue to be experienced. 
Although the labour from China will help to lessen pressure in the labour market and slow 
down salary increase, the need for professionals and skilled personnel will not be satisfied 
shortly and thus a drastic drop in wages is not likely. 
Cost and demand factor 
With the high inflation in China which is difficult to become low in the near future 
under the fast economic developments，the prices increase of food items and other raw 
materials will remain high. This will increase the costs of living and costs of production. 
Concerning demand, the construction of the new airport and other related infrastructure 
which will be continued after 1997 involve large government expenditure. It is also 
foreseeable that more businessmen and professionals from China will come to Hong Kong. 
These people will add to the demand for goods and services. 
Pegged rate system 
If the pegged rate system is not changed (refer to the detailed discussion in a later 
section), the interest rate cannot be used to suppress inflation. If the US dollar weakens 
against other currencies, the depreciation of the HK dollar will increase the costs of import. 
Future trend 
In view of the above analysis, though not in a quantitative approach, the inflation 
rate in Hong Kong is not likely to fall below the current level after 1997. 
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Interest Rate and Pegged Rate System 
Interest Rate 
The effect of the interest rate on property price is quantitatively examined in 
another chapter. In particular, it is worthwhile to mention that it is the real interest rate, 
which is the difference between the interest rate and the inflation, that will be investigated. 
Pegged Rate System 
Origination and purpose of the pegged rate system 
The pegged rate system has been used in Hong Kong since October 1983 with the 
aim to stabilize the exchange rate of Hong Kong dollar at that time. Through the 
arrangement in notes issuing (the certificate of indebtedness) and the settlement systems 
between the Hong Kong Monetary Authority (formerly, the Foreign Exchange Reserve) 
and the notes issuing banks, and that between the notes issuing banks and other banks, the 
Hong Kong dollar is pegged to the US dollar at an exchange rate of 7.8 for USD/HKD. 
Up to the current moment, the exchange rate of Hong Kong dollar has been stable 
and the deviations from 7.8 were mostly around 0.5% to 1%. This is the result of the 
above-mentioned arrangement and the efforts of the Hong Kong Monetary Authority to 
stabilize Hong Kong dollar in the foreign exchange market with the foreign exchange 
reserve fund. 
Effect of the pegged rate on the interest rate of Hong Kong dollar 
In order to maintain the pegged rate system, the interest rate of Hong Kong dollar 
has to follow closely to that of the US dollar. Study showed that the interest rate 
differential between Hong Kong dollar and US dollar cannot exceed 1.5% if the pegged 
exchange rate is to be maintained (周八駿，1992). Thus, interest rate cannot be used as a 
tool to control money supply and, in turn, to suppress inflation in Hong Kong. 
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Effect of the pegged rate on the investments in the property market 
In recent years, the inflation in Hong Kong has risen to a two-digit figure. The 
inflation rate, as shown by the Consumer Price Indices, has been around 10% since 1989. 
According to statistics from the Hong Kong Government (Hong Kong Social and 
Economic Trends 1982-1992), the CPI(A) ranges from 9.4% to 12% between 1989 and 
1994. The CPI(B) shows a similar figure from 9.5% to 11.6% while the composite price 
index varies from 9% to 11.6% in the same period. Compared to the saving deposits rate 
which varies from 2% to 6.5% in the same period (Hong Kong Monthly Digest of 
Statistics, February 1995), the real interest rate is indeed negative. 
The high inflation and the low interest rate encourage people to invest in the stock 
market, foreign currency and especially the property market in hope of capital gain. In 
other words, if the inflation in Hong Kong is higher than the interest rate of US dollar, the 
pegged rate system will indirectly encourage investments in the property market. 
Future prospects of the pegged rate system 
Whether the pegged rate system will be maintained after 1997 is one of the major 
factors affecting the desire to invest in the property market. Conflicting views have been 
prevailing in both the commercial and academic field. Supporters of the system argue that 
a stable exchange rate will facilitate trade by minimizing exchange risks and ease the costs 
^pd profits estimation. They also state that the pegged rate system is not a cause of 
inflation and measures other than the interest rate cannot be used to suppress inflation. On 
the other hand, those against the system point out that the pegged rate system eliminates 
the government's ability to control inflation by interest i ate and the exchange rate of Hong 
Kong dollar against other currencies will follow the trend of US dollar which may not be 
favourable to Hong Kong. A negative real interest rate is particularly harmful to the 
general public who do not have choice to hedge against the high inflation. Moreover, a 
weakening US dollar will drive up the inflation and the costs of production because of the 
rising costs of imported goods and raw materials from Japan and other countries of which 
the currencies are stronger than the US dollar. 
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Despite the pros and cons of the pegged rate system, the officials in the Hong 
Kong government and in China seem to have a parallel view point on this matter. 
According to the opinion of the Mr. C. K Yam, Director of the Hong Kong Monetary 
Authority, Mr. Y. K. Tsang, Secretary of Finance of the Hong Kong Government and that 
of Mr. Chan Yuen ( 陳 元 ) , t h e Deputy General Manager of the People's Bank of China 
(中國人民銀行副行長）（陳兀， 1994)，the pegged rate system will be maintained after 
1997. Yam and Chan both stressed the necessity to maintain a stable Hong Kong dollar 
and tried to avoid speculations on the future of Hong Kong dollar. Chan further expressed 
his view point that the success of the Hong Kong economy depends heavily on the trade, 
especially export, with foreign countries in which US is the major exporting market of 
Hong Kong. He believed that a stable Hong Kong dollar facilitates import, export and 
minimize external impacts. 
Conceivably, the SAR government will maintain the pegged rate system in the near 
future after 1997. However, the long-standing US policy of inflation control and trend of 
relatively low interest rate of US dollar mean that the differential between inflation and 
interest rate in Hong Kong will probably remain as significant (refer to discussion of 
inflation in this paper). In this case, this will continue to be a driving force for investments 
in the property market. 
Challenges to the pegged rate system 
It would be necessary to abandon or change the current pegged rate system if the 
following conditions occur: 
1. The difference between the US interest rate and the inflation rate of Hong Kong 
further diverge. 
2. The weakening of the US dollar further increases the cost of imported goods and 
raw materials from other countries, especially Japan. 
3. The foreign exchange reserve, though being the seventh largest in the world at the 
moment, may not be fully capable to stabilize the exchange rate of Hong Kong 





Government promulgated the Long Term Housing Strategy (LTHS) in 1987. The 
LTHS is the declared policy of the Government in housing. The objective is to provide 
adequate housing to all households and to ensure an efficient and equitable use of the land 
resources. It also aims at encouraging home ownership and the target is 70% of the 
households should be home owners by the year 1997. With that objective in mind, the 
government formulate its land supply policy so as to provide sufficient quantity of land to 
meet the projected housing demand and the development needs. 
The residential property price have risen beyond the affordability of the general 
public especially in 1992 and 1993. The boom in property market is fueled by a strong 
demand and speculative activities. This greatly affect the 250,000 households who live in 
rented accommodation in the private sector. They will be most frustrated by property 
price's upswing if they want to improve their living condition. Therefore the government 
decided to cool down the property market. It appoint a task force to investigate what 
measures are feasible in 1994. 
Apart from a number of administrative measures, one of the most important 
solution is to increase the land supply in the future years: 
"The current housing supply consists of about 30,000 private domestic flats and 
44,000 public housing each year. In order to meet the housing demand from a larger and 
more affluent population, a minimum of 45,000 and，if necessary, 60,000 additional flats 
are proposed to be produced before 2001 "a 
In order to meet the additional housing supply which amount to an addition of 
10,000 flats per year, extra land supply is necessary : 
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"About 120 ha of land have been identified for housing development. This is in 
addition to the provisions in the five-year land disposal program, land from Airport 
Railway development and military sites which may become available. 
Out of the 120 ha, about 70 ha have been earmarked for allocation before 
1997/1998 to meet the additional housing commitment of45,000 flats." 
The land supply for residential use is mainly directed to private housing and public 
housing purpose. 
The private domestic sector is further divided into several classes 
Unit Size C assification 
Class Size 
A <40m2 
B 40 - 69.9m2 
C 70 - 99.9m2 
D 100- 159.9m2 
E >160m2 
We say class A to C are the mass residential units while class D and E are the luxury 
segment. One important difference between the mass end and the luxury end of the 
residential market is that near 90% of the mass residential units are owner occupied while 
around 40% of the luxury residential units are held for rental. 
From the past year statistic, the annual supply of private housing is estimated to be 
35,000 flats per annum, of which about 13,000 come from new land and 22,000 come 
from redevelopment. 
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Pr ivate Resident ia l housing supply 
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One of the interesting trend we behold from the graph is that the supply of Class A 
flats is on the decline from the year 1984 while the medium size flat, namely Class B, 
increase in supply. The overall housing supply is on the rise. This reflects one fact that 
people decide to improve their living condition especially those in the middle income group. 
These start from the year 1984 when on 26th September in that year, the "Joint 
Declaration of the Government of the United Kingdom and the Government of the 
People's Republic of China on the question of Hong Kong" was made. 
In a free market the property price is determined by demand and supply. However, 
the property market in Hong Kong is not a completely free market in that the supply of 
new land is constrained by geographical and financial limitation and large areas of land are 
owned by a relatively small number of major developers. 
On the supply side, the developers try to maximize their profits. The expected 
return can be affected by two factors : 
1) Expected Property Price Movement: 
There is a building lead time of three years for the production of flats after the land has 
become available. Before the developer commit to a development project, he has to 
estimate the future sales prospect of the flats. The future price movement will determine 
the profit and loss of this project. 
37 
2) Cost 
Apart from land price, there is the construction cost, labour cost and interest. Cost rises 
and profit drops. 
Most government land available for private sector development is mainly sold by 
Public Auction. When a developer plan to develop a piece of land, he will estimate 
beforehand all the construction cost and interest burden. Coupled with the prediction of 
the future property price when the flats become available usually in two to three years time, 
he will add in a profit margin in terms of a certain percentage. He can come up with a 
maximum price that he can offer in the auction. 
Suppose the construction cost per sq feet is $1000, interest expense is 600, he 
estimates the property price can reach $4000 when the flat is put to sale in 3 years time. 
We further assume that the developer request 30% profit margin because of high risk 
nature of the business. The profit should be $4000 x 30% = $1200. The maximum price 
that he can offer in the land auction should be : $4000 - 1200 - 1000 - 600 = $1200 per sq 
feet. 
One point which is worth noting is that the estimate for construction cost and 
future property price are not the same for different developers. Therefore they have 
different maximum offer price and the land auction has the following advantage: 
1. the developer who has the highest production efficiency, and lowest cost should 
has the highest chance to offer higher price and hence obtain the land for development; 
2. under free competition, the profit for land development should be lowered to the 
most reasonable level; 
3. the highest price is obtained for the land sale, if the proceeds are used for the 
benefits of the society, land auction is the most efficient way to allocate the resources to 
the equitable use. 
In reality, when the property price tumble, developer's interest in the development 
project will diminish. The housing supply will adjust according to the price. 
The soaring property price in Hong Kong is caused by the tremendous housing 
demand. Somebody may suggest that increasing the land supply by the Government may 
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stabilize the property price because increase in land supply may automatically increase the 
housing supply. However this may not be true. It is because in Hong Kong the property 
market is not a free market. Large areas of land are controlled in the hands of a few major 
developers. Each developer has an optimal housing production path. This production path 
is formulated basing on the predicted property price movement, construction cost, and 
interest rate trend. Even if the government largely increase the land supply driving down 
the land price, this does not mean the developer will sell the flats at lower price. It only 
creates an opportunity for the developers to obtain the land at very low price, they will not 
use the land to produce flats. What determine the housing supply is the expected property 
price, cost and interest rate movement, but not the land supply. 
No matter how cheap is the land price, the developers will only fix the price of the 
flats according to market value. Increased land supply only enable the developers to reap 
larger profit. One evidence is that about 18% of the units in large developments 
completed in 1992 were still vacant at the end of April 1994, i.e. over a year. These are 





A quantitative analysis is carried out for two objectives: 
1. To find out the relation, if any, between the property price and a major factor which 
we have selected - the real interest rate, and 
2. To quantify the magnitude of the effect on property price when the real interest rate is 
changed. 
Method 
A regression analysis is performed between the property price index and the real 
interest rate. In order to eliminate the effect of inflation on property price, a regression 
analysis is also performed between the real property price index, which is the property 
price index discounted by the CPI(A) in the same period, and the real interest rate. 
To investigate the effect on property price of different segment of the residential 
market, the property price is also subdivided into four classes according to the area of the 
property. The variables selected and the relations to be tested are shown as below. 
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Variables and relations 
Dependent Variable Independent Variable Relation to be tested 
Propery Price Index (PI) for Class Real Interest Rate (RI) P I A = A + B x R I 
A 
Propery Price Index (PI) for Class Real Interest Rate (RI) P I B = A + B x R I 
B 
Propery Price Index (PI) for Class Real Interest Rate (RI) P ic = A + BxRI 
C 
Propery Price Index (PI) for Class Real Interest Rate (RI) P I D = A + B x R I 
D 
Real Propery Price Index (RPI) for Real Interest Rate (RI) 贴 1 A = A + B x R I 
Class A 
Real Propery Price Index (RPI) for Real Interest Rate (RI) = A + B x R I 
Class B 
Real Propery Price Index (RPI) for Real Interest Rate (RI) = A + BxRI 
Class C 
Real Propery Price Index (RPI) for Real Interest Rate (RI) 腿 D = A + B x R I 
Class D 
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Definition of Variables 
The definitions and source of data for the variables are listed below: 
Variable Definition Source of Data 
Real Interest Rate (RI) Savings deposits rate paid by Hong Kong Monthly Digest 
principal banks MINUS of Statistics 
Inflation Rate 
Property Price Index (PI) Price Indexes by type of Hong Kong Monthly Digest 
premises (4th Quarter 1979 of Statistics 
as a base of 100) 
Real Property Price Index Property Price Index divided Hong Kong Monthly Digest 
(RPI) by CPI(A) in the same time of Statistics 
period 
Inflation Rate Computed by dividing the Hong Kong Monthly Digest 
CPI(A) - Consumer Price of Statistics 
Index (A) with the CPI(A) at 
the same time in the previous 
^ 
Class A Area of property under 40m2 
Class B Area of property between 
40m2 and 69.9m2 
Class C Area of property between 
70m2 and 99.9m2 
Class D Area of property equals 
100m2 or above 
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Time Frame 
From the Hong Kong Monthly Digest of Statistics, only quarterly data of the property 
price indexes are available. Therefore, quarterly data are used for performing the 
regression analysis and the period is from 1st quarter in 1982 to 3rd quarter in 1994. The 
total number of observations is 51 for each regression analysis. 
Hypothesis 
The objective is to examine whether a linear relationship exists between the independent 
varaible and dependent variable. Therefore, the hypotheses are: 
H0: B = 0 
Ha: B 关 0 
Data for Analysis 
Property Price ~~ 
todcn 
Under 40m2 40-69.9m2 70 - 99.9m2 100m2 and above 
Year Real RPI PI ^Pl""“""“H R P I p i r p i " " “ p i 
Interest 
Rate 
J g g l i H Q L ^ j Z j H 1 4 0 " 0 6 7 0 9 4 7 134 0.680961 J l 3 6 ^ 6 7 5 9 5 4 _ _ J 3 5 
2ndQt 132~0635897 129 0,61618 125 
3rdQt "T61492 0.61181 127 "0597358 124 0-602176 ^ 1 2 5 ^-578089 _ 1 2 0 
4th Qt ~2.56452 0.56946 120~056946 _ 1 ^ J ) 1 5 5 5 2 2 4 _ ^ _ 0 5 0 7 7 6 9 ~ 1 0 7 
1983 1st Qt "-3.91142 "05345^ ！ ^ j j j g l Z H i l _ l ^ Z ^ Z E ^ 93 
2ndQt 117 j j 0 4 m _ H I 0.476923 ~ 1 0 5 0,422418 93 
3rdQt -1.83333 "0506939 114 0.475811 107 0.43579 98 0.400215 90 
4 t h Qt _ 1 0 7 ^ 0 4 3 2 4 1 _ _ ^ _ 0 J 9 0 0 1 7 0 . 3 3 0 6 6 7 78 
1984 1st Qt -6.80435 ^0455395 n 0 ^ j 3 4 6 % ^ J 0 5 0,380876 92 0.33H97 80 
2ndQt -3.57143 0.458044 111 0.429159 104 0.371387 90 0.334248 8l 
3 r d Q t ^ j U 0 8 4 1 2 _ 1 0 0 0.351234 86 0,302225 74 




Under 40m2 40 - 69.9m2 70 - 99.9m2 100m2 and above 
Year RmJ R P i ~ H Wl""“H RH~"""pi R P I " ” p T " 
Interest 
Rate 
T98Sls tQt T.700521 0.442994 110 0 . 4 2 6 8 8 5 1 0 6 0.38660 %"0.322177 80 
2ndQt "a070247 0.455926 114 0.451927 U3 0.403935 101 T355943 89 
—3rdQt ""-0.4475 0.473244 119 0.465291 U7 0.44143 111 1T389731 98 
4th Qt 1 .63092 0.486717 123 0.470889 ~ 119 0.459017 116 ' 0.41549 105 
"l986 1st Ql ~-0.9312 0.483978 124 0.464463 Fl9 0.44885T 1151402014 103 
2ndQt 1T233015 0.490351 126 0.459217 H8 0.447542 115~(X404734 104 
—3rdQt 18165 0.504902 131 0.474069 123 0.458652 119"a3%984 103 
4th Qt .75494 0.518682 136 0.49% 13 1?! 0.465288 122 0.415709 109 
T987 1st Qt ^2.39864 0.548463 146 0.522167~ 139 0.492H4 13 1 0.420739 U2 
— 2n(iQt _ - 3 . 0 9 5 0.568909 154 0.535661 145 0.51719 140 0.447 121 
—3rdQt :3.50602 0.583994 161 0.544094 ~ 150 0.529585 146 0.453412 125 
""“4th Qt 1.53571 0.581303 162 "p.552597 154 0.54542 152 0.462889 129 
1 ^ 8 1st Qt 1 .44184 0.60068 171 "p.572578 163 0.544476 155 0.456657 130 
2ndQt 1 .35332 0.6484?! 188 "p.624307 liT 0.596713 173 0.493237 143 
~ 3 r d Q t ""5.19928 0.680333 202 0.653389 194 0.629813 187~g532141 158 
"~4thQt "5.76254 0.714268 216 0.687814 208 0.654746 198 "o.565462 171 
1^89 1st Qt 1 . 4 3 8 6 0.766554 2411).753832 ~ 2 3 7 0.722024 227 0.597976 188 
~~2ndQt 1 .84432 0.774638 248.38 "p.761781 ^ 4 4 2 6 0.743722 238.46 "0604282 193.76 
~ 3rdQt "^5.52229 0.727822 241 0.715742 237 0.650919 215.54 0.567762 188 
""“4th Qt 1 .32886 0.764379 253.30 "o.751693 " m 0 9 0.719623 238.46 "0596279 197.59 
1990 IstQl ~ 1 6 9 3 8 0.771958 263.13 "g744956 253.93 0.726496—247.64 0.596564 203.35 
~ 2 n d Q t "^276791 0.765088 268.05 "o?745487 261.18 0.713364 249.93 0,591357 207.18 
3rdQt T 7 6 7 7 2 0.785625 280.35 T765809 273.28 0.726087 ~259.10 0.607477 216.78 
一4th Qt 1 . 4 2 6 9 0.796126 292.64 "^776333 285.37 0.748541 ~275.15 0.615826 226.37 
1st Qt "^86813 0.806146 307.401799108 304.71 0.73962 ~282.03 0.62383 237.88 
—"2ndQt ~ 1 1 4 7 5 0.868748 344.29^860431 340.99 0.815802 "~323,30 0,672855 266.65 
—3rdQt 1 2 3 6 1 8 0.9%402 400.85 "1.00391 403.87 0.957538 385.21 0.672368 270.49 
4th Qt "^7.32337 1.10224 450.03 ~1.101715 449.82 1.050186 428.78" 0765867 312.69 
^992 IstQt ~^7J025 1.152443_ 486.92 TT61934 490.93 1,134227179^22 0.826354 349.14 
“ 2 n d Q t "^53906 1.217753 523.80 T253764 539.30 1.26336214142 0.927649 399.02 
””"3rdQt T 8 0 1 7 3 1.230462 536.10 丁271097 553.80 1.236743 ~538.84 0.937847 408.61 
4th Qt 1 .67587 1.164074 518.89 "l.l88157 529.62 1.208832 538.84^933897 416.29 
1993 IstQt ^X20279 1.113722 511.51 Tl58424 532.04"l. 168232"536^55 0.902211 "414J7 
2ndQt "^96774 1.122687 523.80"U66253 544.13 1.179479 "55030 0^912794j425j8 
3rdQt "^019 iT 1.206684 570.53 T324758 626.36 1.343337 ~635J4 1.063035 502.61 
4thQt "^98249 1.174764 568.07"L295298 626.36 1.337172 ~ 646!6l 1.118738 540.98 
1994 IstQt "^27946 1.26186 624.63 ~ 4 7 5 4 2 730.35 1.533222 "758^96 1,290513 638.82 
~ n d Q t -5.30669 1.398297 "703.33 1.528945 769.04 ~ 6 1 3 7 5 811.70" 1.376833 ^69213 
""”3rdQt -6.75789] 1.317391 丨 683.65] 1.407369丨 730.35] 1.489016丨 772.72) 1.275351 "66^84 
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Results of Regression Analysis 
The results of the regression analysis and hypothesis testing are summarized as below: 
Relation to be tested R Square F Statistics Critical F Hypothesis 
(f0.05,1,49) testing at 95% 
confidence level 
P I A = A + BXRI 0.54042 57.61892 4.0848 Reject null 
hypothesis 
P I B = A + BXRI 0.51391 51.80368 4.0848 Reject null 
hypothesis 
PIC = A + BxRI 0.48989 47.05732 4.0848 Reject null 
hypothesis 
P I D = A + BXRI 0.45110 40.26991 4.0848 Reject null 
hypothesis 
RPIA = A + BxRI 0.58951 70.36998 4.0848 Reject null 
hypothesis 
RPIB = A + BxRI 0.55702 61.61538 4.0848 Reject null 
hypothesis 
RPIc = A + BxRI 0.52490 54.13570 4.0848 Reject null 
hypothesis 
R P I D = A + BXRI 0.46238 42.14318 4.0848 Reject null 
hypothesis 
It can be seen from the above that: 
1. At the 95% confidence level，the null hypothesis is rejected for all regression analyses. 
W e conclude that there is a significant linear relation between the property price and 
the real interest rate, wherever the property price index or the real property price index 
is used. 
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2. From the R square of each regression, we find that the relationship is strongest for 
property in Class A. Meanwhile, the R square decreases from Class B to Class D. It 
implies that the effect of the real interest rate becomes slightly smaller when the area of 
the property gets bigger. 
Graphs 
The graphs of each regression are plotted below to visualize the relationship between the 
property price and the real interest rate. 
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Property Price for Class C 
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Real Property Price for Class A 
• 1,4 T x • 
I • 1 - 2 I 
s “ 1 
^ • • •• _ i • • • 0.8 
5 “ • V. • • ^ • 0.6 
I • ‘ • • 
0 .2 
oc 0 
-10 -8 -6 -4 -2 0 2 4 
Real Interest Rate 
Real Property Price for Class B 
• • 1 ' 6 I 
x “ 1.4 © L 
I • 1.2 
o • 1 
o 1 左 • I _ • • • • 0.8 
§• • • • * B w F 
£ 0.2 
I ' … 一 _ I • -- 1 -- — 丨 I - - - - — - ^ -.…… -I 
-10 -8 -6 -4 -2 0 2 4 
Real Interest Rate 
48 
Real Property Price for Class C 
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Magnitude of effect 
From the value of the coefficient B, the magnitude of the effect on the property price when 
the real interest rate is increased or decreased is quantified as follows: 
Change in Change in i 
Real Interest Property 
Rate Price 
Decrease 1% Class A Class B Class C Class D 
(e.g. from -
5% to -6%) 
From Increase Increase Increase Increase 
Property 7.3% 7.4% 7.1% 6.4% 
Price Index 
From Real Increase Increase Increase Increase 
Property 6.4% 6.6% 6.4% 5.4% 
Price Index 
On the other hand, the property price will decrease when the real interest rate increases. 





Although the effects of each demand-side and supply-side factor on property 
market are examined and the future role of Hong Kong is discussed, it is still difficult to 
visualize how the residential segment of the property market will look like in the future. 
The prediction of the fixture is not an easy task. However, it is useful and sensible to 
discuss the effect on the property market under several possible scenarios. These 
scenarios serve to propose different situations of the Hong Kong economy after 1997. 
The proposition of these scenarios is an attempt to categorize the prevailing viewpoints of 
people. In fact, the future of Hong Kong will highly depend on what happens in China. 
Though some writers (Marcus and Floyd, 1990) had expressed a rather pessimistic 
viewpoint on the fiiture property market, we try to explore the possibilities and classify the 
scenarios into an optimistic view, a pessimistic view and a semi-optimistic view. 
The assumptions and rationale behind each view are explained and the 
characteristics of the economy will be described. The discussion will focus on the effects, 
if any, on the major demand or supply factors and the macro changes on the property 
market. 
Optimistic View 
This is an ideal situation which many Chinese officials and pro-China politicians 
stress for time to time. Under this most optimistic view, the political system and the 
economic structure will remain highly unchanged. Hong Kong, as a Special 
Administrative Region, operates quite independently. The SAR has the authority to 
operate according to the best interest of people and business here There is minimal 
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interference from the central government and the transition to the China's sovereign is 
smooth. 
On the business side, the multi-national companies will continue to operate their 
regional headquarters here. Hong Kong will be an important financial and servicing center 
in Southern China. Many companies, in view of the stability, expertise and well-
established infrastructure here, will use Hong Kong as a gateway to expand business into 
the enormous China market. On the other hand, more Chinese enterprises will open 
offices here in order to expand into the overseas market. More professionals and 
businessmen will come from mainland China. 
It follows that the office rental will rise and luxury sector of the residential market, 
in which rental demand from companies and businessmen increase, will continue to boom. 
The inflation rate is likely to remain around the current level because of the booming 
Chinese economy. If the pegged rate system is not changed, the incentive to invest in 
property will remain strong. This will help to support the property market, especially the 
luxury sector. Concerning the earnings of the public, the income of some people will 
probably drop owing to the competition from labour in mainland China. However, the 
overall aflfordability will not decreased much because of the continual growth of the whole 
China economy. Some of the population may also move to live in some outer areas of 
Hong Kong where the residential property is not so expensive. In this way, the mass 
residential segment will be supported by the population factor and the income factor. 
However, the price is not likely to appreciate as quickly as in the recent years. 
Pessimistic View 
This is a rather contrasting view as compared to the most optimistic view. As 
some people fear, the communists do not have real experience in managing a capitalist 
system in Hong Kong. Having a stronger desire of ruling than economic development, 
there may be too much control over this free market. Though China intends to manage 
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this economy successfully, the lack of experiences and knowledge will devaluate the 
importance of Hong Kong. 
One of the people's fear is that the present legal system, which enables fair 
competition and smooth operations of business, may not function properly after 1997. 
The laws and regulations may not be observed, and the orders in the business world will be 
disrupted. Together with the highly turbulent economy in China, the trade may decline 
and the multi-national companies will move their regional headquarters to other Asia 
countries such as Singapore. International investors and local venturers may lose their 
confidence to expand their business here. As a result, Hong Kong may lose its prestige as 
a financial and servicing center. People will earn less and the unemployment rate will rise. 
Consequently, the office rental market will drop and demand for luxury residential 
property will highly decrease. The segment of the mass residential property will also 
experience a downturn, though the extent is likely less than that of the luxury segment. 
Semi-Optimistic View 
This represents a set of viewpoints coming in the middle between the two extreme 
viewpoints above. First of all, the Chinese rulers recognize the importance of Hong Kong 
to the development of its economy. The SAR will be allowed to operate mostly under its 
current market economy and capitalism. However, some central control is inevitable 
because of the fear in losing control and the insufficient trust of the local government. 
Owing to the conflict of interests between the central government and the local 
government, and that between the decision makers coming from the north with those local 
officials and lack of experience in running such a capitalistic city, policies may not become 
right at the first time. 
The overall economy will experience an initial downturn sometime after 1997，but 
will quickly learn from experiences and resume its momentum of growth, and eventually 
assume its role of an important financial and servicing center soon Concerning business, 
the multi-national companies will first hesitate to expand their presence here Some 
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companies will slow down the pace of expansion and diversify some of their investments in 
some other Asian countries or cities in China directly. However, more enterprises from 
mainland China will operate offices here in order to expand into the overseas market. The 
recovering of its economic growth will depend on how fast the people, the policy makers 
and the businessmen adapt and improve on the situation. 
It follows that the overall property market will face a price drop initially. The 
office rental and the luxury sector of the residential market will drop more than that of the 
mass residential market. The inflation rate is likely to remain around the current level 
because of the booming Chinese economy. Regarding people's income, the real income of 
most people will probably decreased initially owing to the competition from labour in 
mainland China. 
Again, the prospect of the pegged rate system is another determining factor. If the 
pegged rate system stays unchanged，the incentive to invest in property will remain strong. 
This helps to support the property market, especially the luxury sector. However, the 
pegged rate system may be abandoned or modified under the situation mentioned earlier in 
this paper. If it is true, the driving force for investments will weaken. The price of 
property will shift to a level which more people can afford. Part of the population may 
choose to live in some outer areas of Hong Kong where the residential property is not so 
expensive. In this way, the property price is expected to fall during an initial period, 
maybe two to three years, with the impact on luxury residential segment being bigger. 
Nevertheless, the property price will gradually pick up its rising momentum again as the 
economy adapts to the new environment and policies are refined to suit the business world 
is not likely to appreciate as quickly as in the recent years. 
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Analysis with factors 
Apart from the discussion of the three scenarios, it is also worthwhile to analyse 
the predicted direction of movement for each factor. and 'little impact' will be used 
to represent an increase, a decrease or no significant impact on the factor. 
Factors Optimistic Semi-optimistic Pessimistic 
Birth rate little impact little impact little impact 
Death rate little impact little impact little impact 
Migration + + _ 
Household size little impact little impact little impact 
Income level + short-term:- -
long-term: + 
Land supply little impact little impact -
Housing production + short-term:- -
long-term: + 
Inflation + + + 
Interest rate depends on pegged depends on pegged depends on pegged 
rate system rate system rate system 
Pegged rate system stays stays/abandon abandon 





In this report, we have examined the various factors which affect the property 
market in Hong Kong from demand side to supply side. We are particularly interested in 
the effects of inflation, interest rate and pegged rate system and their interrelationship. 
From the quantitative analysis, we find that there is a significant relation between the 
property price and real interest rate. A decrease of the real interest rate by 1 percent will 
increase the real property price by a percentage between 5.4 and 6.6, depending on the 
size of the property. If the economic and political condition essentially follow the current 
track of development without any drastic change, we believe that the local inflation will 
remain high in the current level which is partly affected by the booming economy of China, 
and partly caused by the weak US dollar due to the pegged rate system. People continue 
to invest in the property market as the most effective means to hedge against inflation. The 
demand for housing from the population continues to rise. The investment and the 
consumption factors will both support the property market. Therefore we believe the semi-
optimistic scenario will most likely occur. As we have said, the political factor should not 
be overlooked. The Chinese central government will certainly interfere with the Hong 
Kong affairs, at least in the initial stage when the SAR government start to function. The 
investors may adopt a wait-and-see attitude. In the long run the underlying factors in Hong 
Kong are basically healthy, the property market should be booming even if there is some 
minor fluctuation from time to time. 
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APPENDIX I 
RESULT OF REGRESSION ANALYSIS 
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25 Apr 95 SPSS for MS WINDOWS Release 5.0 
术 氺 氺 木 M U L T I P L E R E G R E S S I O N 木 木 术 木 
Listwise Deletion of Missing Data 
Equation Number 1 Dependent Variable.. RPI-A 
Block Number 1. Method: Enter RI 
Variable(s) Entered on Step Number 
1.. RI 
Multiple R .76780 
R Square .58951 
Adjusted R Square .58113 
Standard Error .18480 
Analysis of Variance 
DF Sum of Squares Mean Square 
Regression 1 2.40330 2.40330 
Residual 49 1.67347 .03415 
F = 70.36998 Signif F : .0000 
Variables in the Equation 
Variable B SE B Beta T Sig T 
RI -.083053 .009901 -.767797 -8.389 .0000 
(Constant) .432078 .046211 9.350 .0000 
End Block Number 1 All requested variables entered. 
t 
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木术术术 M U L T I P L E R E G R E S S I O N t t t t 
Listwise Deletion of Missing Data 
Equation Number 1 Dependent Variable.. RPI-B 
Block Number 1. Method: Enter RI 
Variable(s) Entered on Step Number 
1. . RI 
Multiple R .74634 
R Square .55702 
Adjusted R Square .54798 
Standard Error .21930 
Analysis of Variance 
DF Sum of Squares Mean Square 
Regression 1 2.96318 2.96318 
Residual 49 2.35649 .04809 
F 二 61.61538 Signif F : .0000 
Variables in the Equation 
Variable B SE B Beta T Sig T 
RI -.092221 .011749 -.746340 -7.850 .0000 
(Constant) .398538 .054836 7.268 .0000 
End Block Number 1 All requested variables entered. 
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木 术 术 术 M U L T I P L E R E G R E S S I O N t t t t 
Listwise Deletion of Missing Data 
Equation Number 1 Dependent Variable.. RPI-C 
Block Number 1. Method: Enter RI 
Variable(s) Entered on Step Number 
1. . RI 
Multiple R .72450 
R Square .52490 
Adjusted R Square .51520 
Standard Error .24281 
Analysis of Variance 
DF Sum of Squares Mean Square 
Regression 1 3.19159 3.19159 
Residual 49 2.88882 .05896 
F - 54.13570 Signif F 二 .0000 
Variables in the Equation 
Variable B SE B Beta T Sig T 
RI -.095710 .013008 -.724498 -7.358 .0000 
(Constant) .366626 .060715 6.038 .0000 
End Block Number 1 All requested variables entered. 
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木术术术 M U L T I P L E R E G R E S S I O N t t t t 
Listwise Deletion of Missing Data 
Equation Number 1 Dependent Variable.. RPI-D 
Block Number 1. Method: Enter RI 
Variable(s) Entered on Step Number 
1. . RI 
Multiple R .67999 
R Square .46238 
Adjusted R Square .45141 
Standard Error .19958 
Analysis of Variance 
DF Sum of Squares Mean Square 
Regression 1 1.67872 1.67872 
Residual 49 1.95186 .03983 
F 二 42.14318 Signif F 二 .0000 
Variables in the Equation 
Variable B SE B Beta T Sig T 
RI -.069413 .010693 -.679988 -6.492 .0000 
(Constant) .344304 .049907 6.899 .0000 
End Block Number 1 All requested variables entered. 
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木术术术 M U L T I P L E R E G R E S S I O N t t t t 
Listwise Deletion of Missing Data 
Equation Number 1 Dependent Variable.. PI-A 
Block Number 1. Method: Enter RI 
Variable(s) Entered on Step Number 
1.. Rl 
Multiple R .73513 
R Square .54042 
Adjusted R Square .53104 
Standard Error 123.30590 
Analysis of Variance 
DF Sum of Squares Mean Square 
Regression 1 876057.95291 876057.95291 
Residual 49 745012.88684 15204.34463 
F 二 57.61892 Signif F : .0000 
Variables in the Equation 
Variable B SE B Beta T Sig T 
RI -50.144071 6.605976 -.735132 -7.591 .0000 
(Constant) 73.401464 30.833036 2.381 .0212 
End Block Number 1 All requested variables entered. 
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木术术术 M U L T I P L E R E G R E S S I O N t t t t 
Listwise Deletion of Missing Data 
Equation Number 1 Dependent Variable.. PI-B 
Block Number 1. Method: Enter RI 
Variable(s) Entered on Step Number 
1.. RI 
Multiple R .71687 
R Square .51391 
Adjusted R Square .50399 
Standard Error 139.91603 
Analysis of Variance 
DF Sum of Squares Mean Square 
Regression 1 1014134.46408 1014134.46408 
Residual 49 959248.24818 19576.49486 
F = 51.80368 Signif F - .0000 
Variables in the Equation 
Variable B SE B Beta T Sig T 
RI -53.951179 7.495846 -.716873 -7.197 .0000 
(Constant) 62.818952 34.986453 1.796 .0787 
End Block Number 1 All requested variables entered. 
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木术术术 M U L T I P L E R E G R E S S I O N t t t t 
Listwise Deletion of Missing Data 
Equation Number 1 Dependent Variable.. PI-C 
Block Number 1. Method: Enter RI 
Variable(s) Entered on Step Number 
1.. RI 
Multiple R .69992 
R Square .48989 
Adjusted R Square .47948 
Standard Error 149.64798 
Analysis of Variance 
DF Sum of Squares Mean Square 
Regression 1 1053825.92651 1053825.92651 
Residual 49 1097331.32317 22394.51680 
F 二 47.05732 Signif F 二 .0000 
Variables in the Equation 
Variable B SE B Beta T Sig T 
RI -54.996824 8.017224 -.699920 -6.860 .0000 
(Constant) 54.483988 37.419958 1.456 .1518 
End Block Number 1 All requested variables entered. 
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木术术术 M U L T I P L E R E G R E S S I O N t t t t 
Listwise Deletion of Missing Data 
Equation Number 1 Dependent Variable.. PI-D 
Block Number I. Method: Enter RI 
Variable(s) Entered on Step Number 
1.. RI 
Multiple R .67164 
R Square .45110 
Adjusted R Square .43990 
Standard Error 123.58940 
Analysis of Variance 
DF Sum of Squares Mean Square 
Regression 1 615096.20409 615096.20409 
Residual 49 748442,59424 15274.33866 
F - 40.26991 Signif F = .0000 
Variables in the Equation 
Var iab le B SE B Beta T S ig T 
RI -42.016966 6.621164 -.671642 -6.346 .0000 
(Constant) 56.949553 30.903926 1.843 .0714 
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